This paper surveys a vast body of literature devoted to evaluating the relationship between corporate governance and performance as measured by valuation, operating performance or stock returns. Most of the evidence to date suggests a positive association between corporate governance and various measures of performance. However, this line of research suffers from endogeneity problems that are difficult to resolve. There is no consensus yet on the nature of the endogeneity in governance-performance studies and this survey proposes an approach to resolve it. The emerging conclusion is that corporate governance is likely to develop endogenously and depend on specific characteristics of the firm and its environment.
Introduction
The last decade has seen an emergence of research on the link between law and finance. The original work on corporate governance around the world focused on country-level differences in institutional environments and legal families. It began with the finding that laws that protect investors differ significantly across countries, in part because of differences in legal origins (see La Porta, Lopez-de-Silanes, Shleifer, and Vishny, 1998) . It has now been established that cross-country differences in laws and their enforcement affect ownership structure, dividend payout, availability and cost of external finance, and market valuations (La Porta, Lopez-de-Silanes, Shleifer, and Vishny, 1999 , 2002 .
However, many provisions in country-level investor protection allow some flexibility in corporate charters and bylaws. Firms could either choose to "opt-out" and decline specific provisions or adopt additional provisions not listed in their legal code (see Easterbrook and Fischel, 1991; Black and Gilson, 1998) . For example, firms could improve investor protection rights by increasing disclosure, selecting well-functioning and independent boards, imposing disciplinary mechanisms to prevent management and controlling shareholders from engaging in expropriation of minority shareholders, etc. In addition, many corporate governance codes explicitly allow for flexibility in a "comply or explain" framework (Arcot and Bruno, 2007) . Therefore, firms within the same country can offer varying degrees of protection to their investors.
A separate strand of literature has focused on quantifying the relationship between firm-level corporate governance and performance, either within individual countries or in cross-country settings. This is a large and rapidly evolving literature: For example, a search on www.SSRN.com (Social Science Research Network Electronic library) on the key words of "corporate governance and performance" yields about 1000 listings! The reason that such papers are continue to be written is that the causal relationship between corporate governance and performance is not easy to establish, as this survey will demonstrate.
Specifically, this paper focuses on firm-level corporate governance practices, i.e. those corporate governance features that corporations can adopt voluntarily. Based on the available evidence, the key question the survey aims to address is whether voluntarily chosen corporate governance provisions have an impact on firm performance.
The question of whether better governance leads to improved performance can be broken down into two parts: First, is there an association (i.e. a correlation) between governance and performance? If so, then the second question deals with the nature of causality of this association: it could be that better governance leads to better performance, or alternatively, that better performance leads to better governance. This causal relationship is the key finding that is important for firms and policymakers alike. If there is such a relationship, then firms may be able to benefit by improving their corporate governance. In turn, policymakers may be able to contribute to effective functioning of the economy by supporting optimal corporate governance practices.
After surveying numerous papers that address the above two questions, this paper makes the following conclusions. First, most research supports the positive correlation between firm level corporate governance practices and different measures of firm performance. The link is stronger with market-based measures of performance (i.e. firm valuation) and weaker with operating performance. However, even this fact is not without some doubt as some papers do not find the relationship to be robust. Second, the causality of this relationship is even less clear and there is some evidence that causality may operate in reverse -i.e. that better firm performance leads to better corporate governance.
Third, the majority of the identification methods that have been employed to date are far from perfect. From these conclusions it is clear that better identification methods are necessary in order to make convincing conclusions about the direction of causality. One strategy that has not yet been employed in this line of research is the randomized experiment, which is one of the most reliable ways of establishing causality.
While most of the work in this literature has been done on developed countries, especially the US and UK, there is a rapidly growing strand of literature that focuses on comparing governance across countries. This survey includes key papers in both -developed economies and emerging markets. To make this review focused and manageable we limit this review to studies that:
(1) Focus on empirical studies of the impact of governance on performance that use firm-level data (within a single country or in a cross-country setting).
(2) Define corporate governance as a broad index that includes a variety of individual elements. Thus, we do not include studies that consider only one or a few specific aspects of corporate governance. 1 We also do not consider the effect of different ownership types on performance, which is a separate, although a related strand of literature. Significant research has focused on the effect of ownership on performance, with a number of studies examining bank privatizations (see, for example, a recent survey in Clarke, Cull and Shirley, 2005) .
A separate strand of literature examines foreign ownership and foreign entry and their impact on performance (see Clarke, Cull, Martinez Peria and Sanchez, 2003) . A related survey by Claessens (2006) focuses on the role corporate governance plays in countrylevel economic development. Not included in this survey are studies on the impact of different ownership structures such as pyramids, different classes of owners, family firms (Shea, 2006) , large vs. small owners (Laeven and Levine, 2007) , and the impact of institutional investors. Finally, this survey aims to cover the main issues on the topic of corporate governance and performance, rather than to include each individual study that exists on this topic.
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The rest of this paper is organized as follows: Section 2 briefly defines corporate governance and discusses the channels through which governance could affect operating performance, market performance or stock returns. Section 3 discusses the methodology and the data. Section 4 reviews literature that focused on identifying the correlation between governance and performance and presents papers that find a positive relationship 1 A large literature mostly on US and other developed countries studies the link between specific aspects of corporate governance (such as audit committee, independent directors, and takeover defenses, and minority shareholder protections) and firms' market value or performance. See Shleifer and Vishny (1997) for a survey. 2 In particular, a large number of reports by practitioners and investment bankers address the governanceperformance link. For the most parts, this survey reviews the academic literature, at the expense of excluding most of the relevant practitioner literature. and those that don't. Section 5 discusses the nature of the endogeneity problem and a variety of approaches used to mitigate endogeneity concerns. Section 6 concludes.
What is Corporate Governance and Why Should it Matter?
Simply put, corporate governance consists of mechanisms to ensure that suppliers of finance to corporations will get a a return on their investment (Shleifer and Vishny (1997) .
In finance terminology this means that corporate governance is intended to address what is known as "agency problems" between shareholders and managers or between majority shareholders and minority shareholders. Simply put, this means that corporate governance is intended to make sure investors get their money back, given that someone else (i.e. managers, or the "agents") will make all the decisions about how the money is used after investors have parted with the money.
If better governance means that investors' funds are used for more productive means, then firms that are governed better will produce a larger 'pie' (i.e. profit). In other words, better governance may result in efficiency gains and more output or value added produced by the firm. In addition, governance will affect the redistribution of rents between managers and shareholders, and between majority and minority shareholders. In other words, it will affect how the "pie" is divided between various stakeholders. Corporate governance may have an impact on several different aspects of firm performance:
(1) Operating performance -i.e. the profitability, often measured as ROA (return on assets) or ROE (return on equity).
(2) Market value -i.e. the market capitalization relative to book value, measured as Tobin's Q.
(3) Stock returns -i.e. relative change in stock price over time, measured by a return on investment, often controlling for risk and other factors affecting returns.
Corporate Governance mechanisms may improve Operating Performance in several related ways:
(1) With better oversight, managers are more likely to invest in value-maximizing projects and be more efficient in their operations.
(2) Fewer resources will be wasted on non-productive activities (perquisites consumption by the management, empire-building, shirking).
(3) Better governance reduces the incidence of tunneling, asset-stripping, related party transactions and other ways of diverting firm assets or cash flows from equity holders.
(4) If investors are better protected and bear less risk of losing their assets, they should be willing to accept lower return on their investment. This will translate into a lower cost of capital for firms and hence higher income.
(5) The availability of external finance may also be improved, allowing firms to undertake an increased number of profitable growth opportunities.
All these outcomes of better governance will translate into higher cash flows and hence will be reflected in better operating performance. In addition, the same factors will also be reflected in firm valuation, as discussed below.
The market value of the firm is directly related to firm operating performance: Firms with higher cash flows and profits will attract more investors who will be willing to pay higher stock prices. Numerous studies test this supposition by studying the relationship between corporate governance and firm value, often measured by Tobin's Q -the ratio of market value of assets relative to book value of assets. 3 Corporate governance deals primarily with ways to protect minority shareholders, as it is assumed that majority shareholders are less subject to agency problems and have a variety of means to ensure their return on investment. The stock price is determined by the marginal shareholder, who is likely to be a minority shareholder and rely heavily on minority shareholder protection. Thus the stock price, and hence the market capitalization, should directly reflect governance provisions that protect minority shareholder rights.
However, studies focused on Tobin's Q cannot disentangle whether better governance leads to higher value for all shareholders or has relatively higher benefits for minority shareholders, as argued by Black, Jang, and Kim (2006) . In other words, it has not been determined whether better governance helps to increase the total size of the pie (i.e. the total market value of the firm), or change the redistribution of the pie (i.e. the relative gains in value that minority shareholders accrue at the expense of controlling shareholders).
While the above arguments suggest that better governed firms should be valued more, it is not obvious that governance should be associated with future stock returns, i.e. the rate of change in stock price over time. In an efficient market differences in governance will be incorporated into stock prices and hence have no impact on subsequent stock returns after controlling for risk.
Finance theory suggests that stock returns should be associated with risk. The literature offers various predictions about the relationship between corporate governance and risk. On one side the relationship might be positive (i.e. better governance -higher risk) for several reasons. Kose, Litov and Yeung (2007) argue that insiders with high private benefits (in poorly governed firms) may opt to be conservative in directing corporate investment, even to the extent of passing up value enhancing risky projects.
The more important these private benefits are, the more risk averse the insiders would be in directing corporate investments. On a country-level, in low investor-protection countries, non-equity stakeholders like banks, governments, and organized labor groups, might be more influential and prefer conservative corporate investment.
Alternatively, the association might be negative (i.e. better governance -lower risk).
First, better investor protection may lead to reduction in ownership of dominant shareholders. However, with less dominant shareholder oversight, managers might have more discretion to implement conservative investment policies. Second, in poorer investor protection locations, firms have dominant owners who may control a pyramid of firms (Morck et al., 2005 , Stulz, 2005 . The dominant owner may instruct lower layer units to take excess risks and tunnel gains to upper layer units leaving lower level units to absorb any potential losses.
Thus, theoretical arguments suggest either a positive or a negative relationship between risk and corporate governance. Therefore, it is important that regressions of stock returns on corporate governance control for risk, to make sure governance is not spuriously picking up the omitted risk effects. After risk is controlled for, in an efficient market there should not be any relationship between governance and returns, because all differences in governance will be appropriately priced by informed investors. Thus, the reasons for observed positive relationship between returns and governance must rely on market inefficiency arguments. Gompers et al. (2003) suggest two reasons to explain a positive relationship between governance and subsequent stock returns. One is that poor governance leads to high agency costs (managerial shirking, overinvestment and perquisite consumption). To explain the positive relationship between governance and stock returns Gompers at al.
argue that these agency costs were underestimated by investors in early 1990s (i.e. in the beginning of the time period of their study). The casual explanation requires that investors do not anticipate the extent of these agency costs, and as these costs are realized over time, they lower their valuations, leading to lower returns. The second explanation is specific to the index used by Gompers et al, which focuses on anti-takeover provisions.
They argue that investors underestimate the differences in takeover premiums. In essence, both explanations require some market frictions that are underestimated by investors, i.e. they rely on market inefficiency.
So far we reviewed theoretical arguments that suggest a positive relationship between firms' chosen corporate governance and various measures of performance. However, there is also an alternative line of reasoning since governance might be endogenously chosen by the firms. If firms choose their corporate governance structure, then each firm will likely choose the optimal level of governance for itself. In other words, if governance is optimally chosen, there will be no further benefits from the improvements of corporate governance. Thus, at least in a cross-section, there will be no observable relationship between governance and performance. A similar argument has been put forth by Demsetz and Lehn (1985) in relationship to optimal chose of ownership structure: if ownership is in equilibrium, no relationship with performance should be expected. Thus, in theory there may be no relationship between equilibrium levels of governance and performance.
Ultimately, this is an empirical question. The rest of the survey will review existing evidence that attempts to shed light on this question.
Methodology and Data
As discussed in the introduction, the main question addressed in this survey is the relationship between governance and performance. To fix ideas, the simple model researchers wish to test can we written as follows:
Here Performance is one of the measures discussed in section 2 and could be measured by operating performance, market valuation or stock returns; Governance is either one aspect affecting corporate governance, or an index of several aspects combined into one measure; Controls are observable firm characteristics that could influence performance and ε it is an error term, which could contain firm-specific fixed effect.
There exists a large body of literature that examines individual corporate governance provisions and their impact on performance surveyed by Shleifer and Vishny (1997) . The focus of this survey is on the broader topic of corporate governance that is captured by the composite measures of governance that cover a variety of governance provisions in one broad-based index.
The data on performance are pretty standard and include firm financial statements (balance sheet and income statements) and market information (stock price, stock returns and market capitalization). In contrast, there is no single source of data on corporate governance and there is large variation in measures of corporate governance.
Specifically, there are three main sources used by researchers to construct measures of corporate governance:
(1) Information from company's bylaws and charter provisions. These sources are used by researchers independently or in combination. The pros and cons of each of these data sources are discussed below.
Information from company's bylaws and charter provisions could be deemed as the most objective measure of corporate governance. However, it is possible that the rules written in the bylaws and provisions are not necessarily actually implemented (or are implemented poorly) at each point in time. For example, bylaws may specify the number of independent directors, but leave out the extent to which these directors are to be actually independent. Bylaws and Charter information is also usually limited in scope and often is fairly static, i.e. it has no, or limited, time-variation.
The independent rankings use experts to construct corporate governance measures.
The advantage is that these measures might be timelier as the experts could track the changes in the quality of governance better than measures based on charter provisions.
However, obviously the reliability of the expert opinion depends on the quality of the expert, which is usually not observable. The differences in quality will introduce a certain level of noise into the data. The reputation of the rating agency serves as one natural mechanism to ensure quality rankings.
In addition to noise, the analyst's rankings rely on subjective information, which may introduce a bias into the rankings. The bias presents a more difficult problem than simple noise -i.e. noise is usually random, while bias may confound the results in one direction or another. For example, firms with a solid performance record might receive better rankings from the analyst, who may think that if the stock price is rising, this means corporate governance is sound. In essence such analyst's bias exacerbates the endogeneity problem that plagues this strand of research. For example, CLSA rankings used by Klapper and Love (2004) and others are based 70% on objective and 30% on subjective information.
Rankings constructed based on firm's surveys may suffer from a different bias -the firm's incentives to misreport the quality of their governance. It's unlikely that firms might choose to downgrade the quality of their actual governance, so the bias here might overestimate the quality of the governance. Perhaps the temptation to overestimate this quality is the largest for firms that are struggling or have weaker performance.
While each of the approaches has its own limitations, a combination of approaches is likely to reduce the biases associated with each approach. It appears that a useful avenue for future research is to compare results obtained using different approaches on the same set of firms at the same time.
A typical corporate governance index is constructed as a score in which different corporate governance provisions are assigned a certain number. Often each provision is assigned a simple indicator variable indicating whether a favorable provision is present or absent and the sum over all provisions is then calculated to construct an index. The index may include several sets of provisions, such as board independence and its effectiveness, accounting and disclosure, ways of dealing with conflict of interest, minority shareholder protection, anti-takeover provisions and others. Appendix 1 presents a list of questions that are used to construct one of the representative corporate governance indices, based on CLSA (2001) survey. This index is used in Klapper and Love (2004) and Durnev and Kim (2005), among others.
There are pros and cons to looking at a broad index of corporate governance. To answer the question posed by this paper -whether there is a causal relationship between governance and performance -an aggregate measure of governance is useful as it focuses on the concept of corporate governance and abstracts from individual governance components which are so numerous that they will make such research intractable.
However, once the main question is established, the consequent research would need to go to even more micro level and look at what specific provisions matter for what types of firms (see for example Dallas, 2006, and Gilson, 2005) . But, as this paper argues, there is not yet a consensus on the broad question, especially as far as causality is concerned. Therefore the aggregate index of corporate governance remains a useful tool to continue this line of research.
Is there a Correlation between Governance and Performance?
As discussed in the introduction, the question of the impact of governance on performance might be divided into two sub-questions. The first sub-question -i.e.
whether there is a positive association between governance and performance -is addressed in this section. We first review studies that find a positive association and then those that don't.
Studies that find positive correlation between governance and performance
One of the earliest studies of the relationship of governance and performance is Black (2001) , who studied 21 large Russian firms. Despite the small sample, he found a surprisingly strong correlation between firm valuation and the quality of their corporate governance. A large number of studies covering dozens of countries have followed this line of work, trying to verify and further investigate this relationship. Appendix 2 presents a catalog of a large number of studies and the countries included in the studies.
The studies listed in sections one and two of the appendix all find a positive relationship between governance index and performance.
The relationship between governance and operating performance appears to be somewhat weaker and more unstable than the relationship between governance and market valuation. 4 Part of the reason for weaker relationship might be explained by the allowed discretion in accounting reporting and the fact that better governance might reduce such discretion, see for example Cornett et al (2006) and Dedman (2002) .
While most studies were performed on individual country data, there are a number of cross-country papers detailed in the Appendix 2 that examined firm level governance and its interplay with country-level governance. Several papers have suggested that firm-level governance has more impact on valuation in countries with weaker legal protection. In other words, these results suggest that investors assign higher valuations to the same changes in governance in countries with lower overall countrylevel governance. 5 An alternative interpretation states that country-level governance is less important for firms with strong firm-level governance .
In other words, improvement in country-level governance will have less of an effect on firms with high firm-level governance. There is no conflict in these interpretations as both suggest that firm-level and country-level governance are substitutes when it comes to firm valuation. 6 While these papers focus on the interaction of country-level governance and firm-level governance, they do not question the positive relationship between firm-level governance and performance.
Despite the differences in countries and methodologies, the vast majority of these studies find a positive relationship between corporate governance and performance.
4.2.
Studies that question the positive relationship between governance and performance.
However, a growing number of papers question the positive relationship between governance and performance and argue that it is not robust. For example, Core et al (2006) argue that some of the results by Gompers et al. (2003) are driven by the impact of technology firms on the disparities in the stock prices in the 1990s. Yen (2005) points out that the positive correlation observed by Gompers et al. (2003) is partly accounted for by "penny stocks" and outliers. Also, Yen (2005) and Ferreira and Laux (2007) find that lower rankings on the anti-takeover index by Gompers et al (2003) , i.e. better governance, are associated with higher risk, which explains the high abnormal return observed by Gompers et al. (2003) . Similarly, Zhang (2006) finds that the relationship between anti-takeover index and performance disappears after controlling for information risk. Pham et al. (2007) in Australia and Firth (2002) in China do not find any relationship between governance and market performance.
Some papers even find an opposite relationship. Aman and Nguyen (2007) find that in Japan poorly governed firms significantly outperform better-governed firms in market returns. This is because poorly governed firms have higher risk and once the risk 6 However, Chhaochharia and Laeven (2007) do not find that country-level governance leads to differential impact of firm-level governance on performance. The reason might be that their firm-level governance index is adjusted for minimum country-level norms, which means that the country-level index enters nonlinearly and thus does not have the same interpretation as earlier studies, in which country-level governance enters linearly. Durnev and Fauver (2007) find that the positive relationship between governance and performance is weaker in countries where governments pursue predatory policies.
is controlled for the relationship between governance and returns disappears. also find that better corporate governance is associated with lower stock returns in Australia.
To summarize this section, most studies find a positive association between governance and a variety of performance measures, however there are some that do not.
The association appears to be the strongest for valuations (i.e. Tobin's Q based measures), but less strong for operating performance and market returns.
5. Is there a causal relationship between governance and performance?
The nature of endogeneity and approaches to mitigate it.
The issue of causality is of high importance to researchers, investors and policymakers alike: Without a strong causal link, there are no grounds for recommending that firms or policy makers improve governance as a way of improving performance. More formally, endogeneity means that the Governance measure in model 1 is not orthogonal to the error term, which presents a challenge in obtaining an unbiased coefficient on β and evaluating a casual impact of governance on performance. This section discusses in detail the endogeneity issue and several alternative approaches that have been used to address or mitigate endogeneity concerns.
There are several reasons to suspect that the causality may actually run from valuation to governance. First, firms with higher market values or better operating performance may choose to adopt better governance practices, leading to reverse causality. The flip side is that firms with weak performance may like to adopt more antitake-over provisions, which are associated with worse governance. Alternatively, firms may adopt better governance practices as a signal of future performance or as a tying mechanism for insiders to abstain from inefficient practices. In this situation it is the signaling function of governance that will be important for share prices, and not governance per se.
Another channel for reverse causality could operate through foreign or institutional investors who are more attracted to higher valued firms and may also lead to better governance practices. Finally, there could be a host of omitted variables, such as unobserved firm-level characteristics, or even time-varying characteristics that are often not available to empirical researchers, such as growth opportunities or risk. These omitted variables may lead to simultaneous determination of governance and performance.
The relationships between a number of variables of interest can indeed be quite complex. Bhagat and Jefferis (2002) argue that anti takeover defenses, management turnover, corporate performance, capital structure and corporate ownership structure are all interrelated and hence should be studied as a system of simultaneous equations.
Below we discuss several approaches used by researchers to mitigate these endogeneity problems. These approaches include fixed effects, instrumental variables, dynamic panel data models, interaction with industry-level characteristics, testing for endogeneity directly and other. Some of these approaches are more effective than others as we discuss below.
As a first-level of defense against endogeneity due to omitted variables, Himmelberg et al. (1999) proposed to use fixed effects to remove unobserved firm-level heterogeneity (i.e. firm fixed effects). This technique reduces the possibility that omitted variables (such as managerial education and talent, for example) are driving the correlation between better governance and higher performance. However, the fixed effects method does not fully remove the possibility of timevarying omitted variables (such as time-varying growth opportunities or changing management quality) and it does not address reverse causality. In addition, corporate governance is a slow-moving variable (i.e. it does not change very often) and removing fixed effects often removes most of the variation in corporate governance data. In other words, the fixed-effects approach has low power in examining the relationship between governance and performance (Zhou, 2001 ). Thus, while it is important to control for fixed effects to capture unobserved firm level heterogeneity, such approach is not able to credibly establish causality.
A popular approach to resolve endogeneity problem is to use instrumental variables. The ideal instrument would be a variable associated with governance but which would affect performance only through its impact on governance -i.e. the instrument should have no direct relationship with performance. Such instruments are usually not available to researchers, except in rare circumstances. Black, Jang, and Kim (2006) is one of the exceptions; they are able to use regulatory restrictions on corporate governance as an instrument. In Korea all firms larger than 2 trillion won are required to comply with stricter governance regulations than smaller firms. This discrete change in governance standards is used by the authors to predict the quality of governance. The required assumption is that governance regulations is the only difference between firms larger than 2 trillion won and the smaller ones. This is a plausible, but nonetheless a nontrivial assumption. For example, there might be differences in market liquidity or cost of capital that would impact share prices of larger firms besides the impact of governance.
Durnev and Kim (2005) and governance is not a priori obvious, i.e. governance mechanisms may arise as a substitute for trust, or be supported by higher trust levels.
A related approach, which relies on dynamic panel data models, is to use lagged values of governance as instruments for the current value of governance. 8 The idea is that current performance might be simultaneously determined with current governance, while previous periods' governance has already been determined and hence is not a function of current performance. However, as discussed above, governance might be a slow-moving variable that is hard to predict with high frequency performance data or past governance data. This methodology also relies on long time-series data and is plagued by weak instruments.
In sum, most of the research up to date has not identified a solid, unquestionable instrument to identify the casual impact of governance on performance. Thus, so far, instrumental variables techniques have not been helpful in credibly establishing a causal relationship between governance and performance.
Evidence suggesting a causal relationship
To mitigate endogeneity, some authors focus not on whether the governance matters but on the question of when it matters. For example, governance may matter more or less for some firms or industries. This line of research focuses on the interaction of governance with industry-level characteristics. A finding that this is the case would support a causal interpretation of the association, although this is not a direct proof.
Several papers used the interaction of governance with external financial dependence. This line of argument uses pioneering work of Rajan and Zingales (1998) who argued that financial development has a disproportionably positive impact on growth in industries with higher level of technological financial dependence. Because one of the advantages of good corporate governance is lower cost and better availability of external finance, this advantage should be relatively more important in industries that rely more heavily on external finance. This logic is implemented by interacting a firm-level measure of corporate governance with an industry-level or firm-level measure of external financial dependence, which is usually estimated on a sample of US firms. 9 A positive coefficient indicates that corporate governance has a disproportionably positive effect on such industries. Because this model addresses the channel of the corporate governance 9 The assumption behind using US data to calculate financial dependence is that US financial markets do not face significant market frictions and hence financial dependence in the US is a good representative measure of financial dependence in other countries. While common practice is to use industry-level measure of dependence on external finance, Chhaochharia, and Laeven (2007) estimate firm-level dependence in external finance using a matched sample of US firms, matched on size and industry.
impact on performance, i.e. that corporate governance affects performance by improving firm's access to external finance, this suggests (but does not prove) a causal relationship between governance and performance.
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However, the external financial dependence measure is not without a concern either. For example, Fisman and Love (2007) argue that external financial dependence measure is not a static "industry characteristic" but instead captures time-varying differences in growth opportunities. This affects the interpretation of the interaction terms and the channels of the impact of governance on performance.
Another approach that involves an interaction with an industry-level characteristic is used by Kadyrzhanova and Rhodes-Kropf (2007) . They argue that the expected positive relationship between better governance (in their case measured as fewer antitakeover provisions) and performance depends on industry concentration. They find that this relationship is reversed in concentrated industries. Their model is focused primarily on anti-takeover provisions, rather than broader measures of corporate governance.
Chhaochharia and Laeven (2007) test for endogeneity directly. They regress governance on Tobin's Q, instrumenting for Tobin's Q with the product of oil price shocks and industry sensitivity to oil price. The assumption is that oil price shocks are exogenous to any individual firm, but will affect their performance, especially in energyintensive industries. They do not find a strong reverse causality relationship. However, the lack of significant results might also indicate the weakness of the instrument used. Shabbir and Padgett (2005) also test for endogeneity of governance measures in the UK using a Wu-Hausman test and find no evidence of endogeneity. However, the power of this test is likely to be limited.
Thus, the papers discussed above suggest that causality goes from governance to performance, though they do not prove this directly.
Event studies that point to casual relationship
One of the more credible approaches to establish a causal relationship is to use a change in laws or regulations that has more impact on some firms relative to others. This is commonly referred to as a difference-in-difference approach. The reason this approach is helpful in establishing causality is that the change in laws or regulations is likely to be exogenous to the firm. If an event affects some firms and not the others, the impact of the event can be credibly established.
For example, Nenova (2005) uses this approach to study the impact of regulation affecting minority shareholder rights on the differences in control premium, defined as the difference between prices of voting vs. non-voting shares, in Brazil. She finds that the control premium increased after the law that reduced minority shareholder protection was passed in 1997. Furthermore, she finds that the control premium goes back to the pre-1997 law change level after a new law was passed in 1999, which reinstated some of the minority protection rules scrapped by the previous legal change. It is very difficult to find an alternative explanation to justify this pattern of share price response. This study is more reliably points out that causality goes from better governance to better valuation. shares in China and found that it had a positive effect on share prices, especially for firms with low disclosure standards. Bae et al. (2006) find that the Asian financial crisis has a larger negative impact on valuations of firms with weaker corporate governance in Korea. Johnson et al (2000) find similar results on the macro level. Choi et al (2007) find that announcements of investment by the Korean Corporate Governance Fund, which has a mandate to invest in companies undervalued due to governance problems and correct such problems, have a larger impact on stock prices of companies that have weaker governance structure.
A number of papers explored a recent change in US regulation -the SarbanesOxley Act (SOX) of 2002. Several studies have found it made a significant impact on some firms, suggesting a causal relationship between governance and performance.
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To summarize, the difference-in-difference approach is likely to be the most credible approach used to date because it uses an exogenous event which has a differential impact on different groups of firms. However, by its nature such papers have to rely on identifying a unique suitable event, and such events differ from study to study.
The results could plausibly be event-specific and hard to reproduce on a large scale.
Moreover, all these papers study events that occurs outside of firms' control (i.e. change in laws and regulations) rather than firms' choices.
Evidence of reverse causality
So far, we saw that a number of approaches have been used to tackle the causality issue with different degrees of success. Despite the difference in methodologies and their caveats, all the papers reviewed so far have argued that the causality goes from governance to performance. However, the growing number of papers reviewed below argues the exact opposite -that the causality operates in reverse -i.e. from performance to governance. Core et al (2006) re-examine the results Gompers et al. (2003) and argue that if the casual relationship goes from governance to performance, the market must be surprised by weak operating performance of weakly governed firms. However, they do not find empirical support for this claim and thus they question the casual interpretation assigned by Gompers et al. (2003) .
If governance is causally related to performance, this would mean that firms are not in equilibrium and that changing governance would lead to improved performance in the future. Chidambaran, Palia and Zheng (2006) examine this proposition. They construct three samples that "stack the deck" in favor of the hypothesis that good governance changes "cause" better performance. They find no significant differences in stock returns between firms with good governance changes and firms with bad governance changes.
Thus, Chidambaran, Palia and Zheng (2006) argue that firms are endogenously optimizing their governance structure in response to observable and unobservable firm characteristics and that on average firms are in equilibrium -in other words firms have an optimally chosen governance structure. These results are consistent with Coase (1960) in a sense that firms choose their governance structures to adapt to their legal environment. 12 Kole and Lehn (1999) also argue that firms change their governance structure in response to a change in the underlying firm environment. If all firms choose the best form of governance no empirical relationship will be observed between firm value and governance (see also Demsetz and Lehn, 1985) .
In a related paper Lehn, Patro, and Zhao (2006) find that there is no relationship between the Gompers et al.'s governance index and valuation multiples in the 1990s after controlling for valuation multiples in the period from 1980-1985. They also argue that causality runs from valuation multiples to governance. Similarly, Agrawal and Knoeber (1996) and Bhagat and Black (2002) argued that firm performance determines board composition. Shabbir (2008) finds that governance responds to previous performance, but in an opposite way -i.e. firms in the UK become more compliant with the UK governance code when the going gets tough (i.e. when prior period returns decline), and less so when previous period operating performance improves. Gillan, Hartzell, and Starks (2006) also argue that governance mechanisms emerge endogenously and are a function of statelevel, industry-level and firm-level factors.
In a related paper, Arcot and Bruno (2007) suggest that because corporate governance is not a one-size-fits-all approach, companies that have a valid reason to deviate from best-practices code are no worse governed than companies that blindly comply. In fact they find that, in the UK, which has a "comply or explain" approach to governance regulation, an index constructed as a "tick-box" approach (i.e. when each company is given points for whether or not it complies with each provision of the code) fails to show a significant relationship between governance and performance, while an index that takes into account whether the company has a valid reason for non-compliance produces significant results. Furthermore, companies that report valid reasons for non-compliance perform better than those that merely comply. This fact may explain why research that uses a "tick-box" approach has produced controversial results, as discussed above.
To summarize, there is growing evidence that governance is endogenously determined and the issue of causality has to be given serious consideration in governance performance research. However, there does not seem to be an emerging consensus on the nature of causality of the relationship between governance and performance. While some argue that governance causes performance, others argue that the relationship is just the opposite. Thus, this question is still open and calls for further research.
The potential of randomized experiments to resolve the causality dilemma
One method that has not been used to study governance-performance link is randomized experiments, which has been the work-horse of medical treatments research and recently became popular in development economics. In this method researchers randomly assign some subjects to receive the treatment, while others do not receive any treatment. The subsequent outcomes are compared between the two groups (see, for example, Kremer, 2005, and Banerjee and Duflo, 2009 ).
In the case of governance-performance link research, a plausible design would include firms as the subjects, the treatment will be changes in corporate governance and the outcome will be performance. Because the treatment is random by design, if any differences in outcome are observed, they can credibly be attributed to the treatment (in this case to improvements in corporate governance).
One reason for lack of studies using this methodology is that such studies are very difficult to implement and are very costly and labor intensive. Such a study would require identifying the list of subjects (i.e. firms) who are willing to undergo changes in their corporate governance structures and then "treating" some of them (selected randomly) by changing some aspect of their governance structure. For example, independent directors might be invited to join the board, while the executive directors asked to leave the Chairman position; accounting practices might be improved by inviting an independent auditor or establishing an audit committee, and incentive mechanisms might be installed to prevent self-dealing and other mismanagement. Clearly, identifying willing subjects is a large hurdle and redesigning the corporate governance structure of these firms in a way that is comparable across firms might not be that obvious. However, the promise of a randomized experiment is that it can most credibly establish the nature of causality. International organizations that offer corporate governance assistance to firms (such as the IFC) are in an advantaged position to support such studies and contribute to the literature.
Conclusions
There is a vast body of literature devoted to evaluating the relationship between corporate governance and performance, measured by valuation, operating performance or stock returns. Despite the large number of papers, there no consensus yet. Most of the research to date suggests a positive correlation between corporate governance and various measures of performance. However, there are a number of studies that have questioned such a relationship.
Furthermore, this line of research is plagued by the endogeneity problems and resolving this endogeneity has not been easy. Approaches such as fixed effects or instrumental variables fail to credibly establish causality, while difference-in-difference studies of exogenous legal and regulatory changes appear to be more reliable. While some studies argue that the causality runs from governance to performance, a number of studies demonstrate reverse causality.
The question of the nature of causality is still open. This paper proposes that randomized experiments might be useful in resolving the causality problems; however they are not easy to implement.
The emerging evidence shows that corporate governance is likely to emerge endogenously and thus be dependent on specific characteristics of the firm and its environment. More research is needed to fully understand which governance provisions are important for which types of firms and in which types of environments.
than half are also Board members and major shareholder not perceived as dominating executive decision making.) 23. Does the company have an audit committee? Is it chaired by a perceived genuine independent director? 24. Does the company have a remuneration committee? Is it chaired by a perceived genuine independent director? 25. Does the company have a nominating committee? Is it chaired by a perceived genuine independent director? 26. Are the external auditors of the company in other respects seen to be completely unrelated to the company? 27. Does the board include no direct representatives of banks and other large creditors of the company?
(Having any representatives is a negative.)
Accountability (15%)
28. Are the board members and members of the executive/management committee substantially different <…>? (i.e., no more than half of one committee sits on the other?) 29. Does the company have non-executive directors who are demonstrably and unquestionably independent? (Independence of directors must be demonstrated by either being appointed through nomination of non-major shareholders or having on record voted on certain issues against the rest of the Board. <…>) 30. Do independent, non-executive directors account for more than 50% of the Board? 
